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We consider the properties of two monetary policy rules (‘strict inflation targeting’,
‘constant money growth rule’) in an intertemporal equilibrium model with flexible prices
in which monetary policy is ‘active’, while fiscal policy is ‘passive’. Specifically, we
assume that the fiscal agent takes the monetary policy rule as given and restricts itself to a
policy which is consistent with a sustainable debt burden and stable steady-state dynamics.
The paper shows that dynamic properties of the model economy may differ significantly
between the two monetary policy rules if public debt is issued in nominal terms. Under a
constant money growth rule which allows for temporary deviations of inflation from target
in response to shocks there is scope for revaluations of public debt, acting as automatic
stabilizers of government debt dynamics. By contrast, a policy of strict inflation targeting
implements the target inflation rate also outside the steady state and precludes thereby such
stabilizing revaluations. Owing to this feature, additional fiscal restraint may be needed
which is not required under a constant money growth rule.
Keywords: Monetary policy, Fiscal regimes, Overlapping generations.
JEL classification: E52, E63, H62.Zusammenfassung
Diese Arbeit untersucht die Eigenschaften zwei verschiedener geldpolitischer Regeln
(‘strikte Inflationssteuerung’, ‘konstante Geldmengenzuwachsrate’) in einem inter-
temporalen Gleichgewichtsmodell mit flexiblen Preisen unter der Annahme einer ‘aktiven’
Geldpolitik und einer ‘passiven’ Fiskalpolitik. Insbesondere wird davon ausgegangen, dass
der Fiskalagent die geldpolitische Regel als gegeben betrachtet und sich auf eine Politik
beschränkt, die mit einer tragfähigen Schuldenbelastung und einer stabilen Steady-State
Dynamik vereinbar ist. Die Arbeit zeigt, dass sich für die beiden geldpolitischen Regeln die
dynamischen Eigenschaften der Modellökonomie signifikant unterscheiden können, wenn
die Staatsschuld nominal begeben wird. Die Regel einer konstanten Geldmengen-
zuwachsrate läßt außerhalb des Steady-State Gleichgewichtes vorübergehende
Abweichungen der Inflationsrate vom Inflationsziel zu und ermöglicht dadurch
Umbewertungen der Staatsschuld, die stabilisierend auf die staatliche Schuldendynamik
wirken. Demgegenüber implementiert eine Politik einer strikten Inflationssteuerung die
Zielinflationsrate auch außerhalb des Steady-State Gleichgewichtes und verhindert dadurch
stabilisierende Umbewertungen der Staatsschuld. Diese Eigenschaft führt dazu, dass der
Fiskalagent zusätzlichen Beschränkungen unterworfen sein kann, die bei einer Politik einer
konstanten Geldmengenzuwachsrate nicht auftreten.Table of Contents
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– 40 –The following papers have been published since 2002:
January 2002 Rent indices for housing in West Johannes Hoffmann
Germany 1985 to 1998 Claudia Kurz
January 2002 Short-Term Capital, Economic Transform- Claudia M. Buch
ation, and EU Accession Lusine Lusinyan
January 2002 Fiscal Foundation of Convergence
to European Union inLászló Halpern
Pre-Accession Transition Countries Judit Neményi
January 2002 Testing for Competition Among
German Banks Hannah S. Hempell
January 2002 The stable long-run CAPM and
the cross-section of expected returns Jeong-Ryeol Kim
February 2002 Pitfalls in the European Enlargement
Process – Financial Instability and
Real Divergence Helmut Wagner
February 2002 The Empirical Performance of Option Ben R. Craig
Based Densities of Foreign Exchange Joachim G. Keller
February 2002 Evaluating Density Forecasts with an  Gabriela de Raaij
Application to Stock Market Returns Burkhard Raunig
February 2002 Estimating Bilateral Exposures in the
German Interbank Market: Is there a  Christian Upper
Danger of Contagion? Andreas Worms
February 2002 The long-term sustainability of public
finance in Germany – an analysis based
on generational accounting Bernhard Manzke
– 41 –March 2002 The pass-through from market interest
rates to bank lending rates in Germany Mark A. Weth
April 2002 Dependencies between European
stock markets when price changes
are unusually large Sebastian T. Schich
May 2002 Analysing Divisia Aggregates
for the Euro Area Hans-Eggert Reimers
May 2002 Price rigidity, the mark-up and the
dynamics of the current account Giovanni Lombardo
June 2002 An Examination of the Relationship
Between Firm Size, Growth, and
Liquidity in the Neuer Markt Julie Ann Elston
June 2002 Monetary Transmission in the
New Economy: Accelerated Depreci-
ation, Transmission Channels and  Ulf von Kalckreuth
the Speed of Adjustment  Jürgen Schröder
June 2002 Central Bank Intervention and
Exchange Rate Expectations –
Evidence from the Daily
DM/US-Dollar Exchange Rate Stefan Reitz
June 2002 Monetary indicators and policy rules
in the P-star model Karl-Heinz Tödter
July 2002 Real currency appreciation in acces-
sion countries: Balassa-Samuelson and
investment demand Christoph Fischer
August 2002 The Eurosystem’s Standing Facilities
in a General Equilibrium Model of the
European Interbank Market Jens Tapking
– 42 –August 2002 Imperfect Competition, Monetary Policy
and Welfare in a Currency Area Giovanni Lombardo
August 2002 Monetary and fiscal policy rules in a
model with capital accumulation and
potentially non-superneutral money Leopold von Thadden
September 2002 Dynamic Q-investment functions for
Germany using panel balance sheet data
and a new algorithm for the capital stock Andreas Behr
at replacement values Egon Bellgardt
October 2002 Tail Wags Dog? Time-Varying Informa- Christian Upper
tion Shares in the Bund Market Thomas Werner
October 2002 Time Variation in the Tail Behaviour of Thomas Werner
Bund Futures Returns Christian Upper
November 2002 Bootstrapping Autoregressions with
Conditional Heteroskedasticity of  Sílvia Gonçalves
Unknown Form Lutz Kilian
November 2002 Cost-Push Shocks and Monetary Policy
in Open Economies Alan Sutherland
November 2002 Further Evidence On The Relationship
Between Firm Investment And  Robert S. Chirinko
Financial Status Ulf von Kalckreuth
November 2002 Genetic Learning as an Explanation of
Stylized Facts of Foreign Exchange  Thomas Lux
Markets Sascha Schornstein
December 2002 Wechselkurszielzonen, wirtschaftlicher
Aufholprozess und endogene Realign-
mentrisiken * Karin Radeck
* Available in German only.
– 43 –December 2002 Optimal factor taxation under wage  Erkki Koskela
bargaining – a dynamic perspective  Leopold von Thadden
January 2003 Testing mean-variance efficiency in CAPM  Marie-Claude Beaul
with possibly non-gaussian errors: an  Jean-Marie Dufour
exact simulation-based approach  Lynda Khalaf
January 2003 Finite-sample distributions of
self-normalized sums Jeong-Ryeol Kim
January 2003 The stock return-inflation puzzle and
the asymmetric causality in stock returns,
inflation and real activity Jeong-Ryeol Kim
February 2003 Multiple equilibrium overnight rates
in a dynamic interbank market game Jens Tapking
February 2003 A comparison of dynamic panel data
estimators: Monte Carlo evidence and
an application to the investment function Andreas Behr
March 2003 A Vectorautoregressive Investment
Model (VIM) And Monetary Policy Joerg Breitung
Transmission: Panel Evidence From Robert S. Chirinko
German Firms Ulf von Kalckreuth
March 2003 The international integration of money
markets in the central and east European
accession countries: deviations from covered
interest parity, capital controls and inefficien-  Sabine Herrmann
Cies in the financial sector Axel Jochem
March 2003 The international integration of
foreign exchange markets in the central
and east European accession countries:
speculative efficiency, transaction costs  Sabine Herrmann
and exchange rate premiums Axel Jochem
– 44 –March 2003 Determinants of German FDI: Claudia Buch
New Evidence from  Jörn Kleinert
Micro-Data Farid Toubal
March 2003 On the Stability of
Different Financial Systems Falko Fecht
April 2003 Determinants of German Foreign
Direct Investment in Latin American and
Asian Emerging Markets in the 1990s Torsten Wezel
June 2003 Active monetary policy, passive fiscal
policy and the value of public debt:
some further monetarist arithmetic Leopold von Thadden
– 45 –Visiting researcher at the Deutsche Bundesbank
The Deutsche Bundesbank in Frankfurt is looking for a visiting researcher. Visitors should
prepare a research project during their stay at the Bundesbank. Candidates must hold a
Ph D and be engaged in the field of either macroeconomics and monetary economics,
financial markets or international economics. Proposed research projects should be from
these fields. The visiting term will be from 3 to 6 months. Salary is commensurate with
experience.
Applicants are requested to send a CV, copies of recent papers, letters of reference and a




D - 60431 Frankfurt
GERMANY
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